This study investigates the impact of foreign capital inflows and economic growth on stock However, unidirectional causal relationship is found in between workers' remittances and stock market capitalization. It is suggested that in Pakistan, investor can make their investment decisions through keep an eye on the direction of the considered foreign capital inflows and economic growth.
Introduction
In recent years, strong financial systems recognized as a main determinant of economic stability and development. Efficient financial systems contribute in deployment of monetary resources by initiating long term investment and enhancing monetary intermediation. Stock market is considered as an integral part of the country's financial system. Development of stock markets and financial systems are interrelated through numerous channels with economic conditions of a country. Improved functioning and sound performance of financial markets provide greater yields to the saver through utilizing proficiencies and economy of scales.
Financial development advances economic functions by supporting allocation of investment in an organized way and setting pool of funds available to investors by providing the possibility of huge investment projects. Liquidated nature of Stock market also protects the savers against the stress of losing control over their savings for long period of time and builds the confidence of the investor.
1 A well-functioning stock market offers transmission of information and reduced transaction cost which enable the investors to allocate their investment in profitable projects that can provide fruitful channeling of their saving to investment.
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With the rising importance of stock market and international integration, numerous theoretical and empirical researches have specified that economic growth is a genuine reflection of stock market development. Empirical results have indicated the significant positive impact of stock market development on economic growth of diverse economies. 3 Modigliani (1971) claimed that rise in the stock prices leads to increase individual wealth holdings which simultaneously results in higher consumption or savings. Duca (2007) also argues that the 1 Hicks (1969) 2 Greenwood and Smith (1996) , Sohail and Hussain (2009) 3 Fama (1981) , Levine and Zervos (1996) , Beck and Levine (2002) , Antonios (2010) , Petros (2012) and Raza and Jawaid (2012) countries doing well in terms of economic growth have better domestic stock market performance. Rapid or sustainable economic growth builds the confidence of domestic or international investors. Increased investment activities ultimately lead to the progress the overall economy.
Capital inflows are mostly found to be linked with stock market performance. Foreign direct investment and workers' remittances are proved to be an important source of capital inflow in developing countries. Foreign direct investment might contribute both positively and negatively in the development of stock market. It is found that greater focus and dependence on FDI may discourage the local industry. Entrance of foreign companies in the imperfect competitive markets may leads to reduce market share of domestic producers. Capabilities of economies of scale also suffer in domestic producers because of loss of market share and result in negative impact on productivity. 4 More of the research shows that foreign direct investment might boost stock market performance, and empirical evidence tends to provide some support to this finding by showing positive relationship between market capitalization and FDI. 5 In most of the developing countries FDI contributes by fulfilling the gaps of technology, capital formation, human capital formation, managerial skills and provide more competitive environment for domestic producers. Workers' remittances have also become a central source of income for the economic growth of countries. Literature seems to agree that remittances encourage development of the financial sector. Inflow of remittance in the economy assist financial sector by enhancing the level of disposable income especially in emerging countries. Workers' remittances offer growth 4 Adams (2009) 5 Claessens, Klingebiel, and Schmukler (2001) 6 Feder (1982) , Helpman and Kruman (1985) , Lucas (1988) , Edwards (1992) , Kueh (1992) , Chen et al. (1995) , Akber and Naqvi (2000) in external source of income and contribute to raise minimum wages level in developing countries. This instigates the trend of private savings which further leads to promote investment in stock market by small investors. Increased level of investment and improved standard of living due to inflow of remittance in the country aids the performance of stock market and expedite the financial and economic development. Prediction of stock market performance and their correlation with relevant macroeconomic variables have been debated massively in the literature. Various researchers considered single risk factor to predict the stock returns. 10 Many others utilized the role of macroeconomic variables with the underline objective of evaluating the sensitivity of stock prices relevant to change in economic factors [Aggarwal (1981) , Soenen and Hennigar (1988) , Chatrath et al. (1997) , Farooq and Keung (2004) , Aquino (2004) , Ratanapakorn and Sharma (2007) ]. Empirical investigations measured the performance of stock markets using various indicators. Market capitalization is the one used most frequently due to its less arbitrary nature 7 Raza and Jawaid (2012) 8 International Finance Corporation (1992) 9 Global Stock Markets Fact book (2004; 10 Lau et al. (1974) , Jagannath and Wang (1993) , Dowen (1988) , Raza et al. (2011) than other procedures and indexes. 11 The supposition of utilizing stock market capitalization as the key indicator of stock market development is that large size of a market is associated with the capacity to mobilize capital, spread risk and improve functioning wide across the market and economy.
Motivation of the Study
The main objective of this study is to examine the relationship between foreign capital inflows, economic growth and stock market capitalization in Pakistan. Levine and Zervos (1996) , Demirguc-Kunt and Levine (1996b) 12 Levine and Zervos (1998) , Garcia and Liu (1999) , Billmeier and Massa (2007) , Yartey (2010) , Cherif and Gazdar (2010) 13 Raza et al. (2011) These surges the need to explore in depth, the causes of such volatile market capitalization, highlighting its association with foreign direct investment, remittances and economic growth. Pesaran and Shin (1999) 15 Haug (2002) 16 Pesaran and Shin (1999) and Pesaran et al. (2001) 17 Duca (2007) , Sohail and Hussain (2009) , Adam and Tweneboah (2009), Hsing (2011) other causality tests lacks reliability due to the absence of exploring causality beyond the particular time period. On the other hand, variance decomposition method has the advantage of estimating magnitude of projected error variance for the particular series by innovations from each predictor over different time period. 18 This will make ascertain that the results of causality derived from this study would be more accurate and trustworthy as compare to past researches.
Sixth, the present study performs multivariate modeling to predict Market capitalization.
Most of the empirical studies of the literature modeled the dynamics of stock market capitalization using bivariate method. This raises the issue of over-generalization, indirect association or even no causality. 19 Furthermore, the omitted variable biasness is also expected to provide spurious results. 20 To avoid such consequences, this study included multiple variables to predict their impact and association with stock market capitalization of Pakistan.
The rest of paper is organized as follow: Section 2 reviews the empirical literature on the relationship foreign capital inflows, economic growth and stock market capitalization. Section 3 discusses the modeling framework; section 4 shows estimations and results, section 5 represents the results of rolling window estimations, section 6 shows the results of dynamic ordinary least square (DOLS) and fully modified ordinary least square (FMOLS), section 7 analyze the causal relationship between considered variables by using variance decomposition method and the final section conclude the study and provide some policy implications.
18 Wong (2010) , Shehbaz et al. (2012) and Raza and Jawaid (2013) 19 Nachmias, F. and Nachmias, D. (2000) 20 Stern (1993) and Tang (2009) 
Literature Review:
The debate on topic the stock market development has been recognized and discussed widely in the economic literature especially in recent years because of the shift of trend towards emerging economies with more progressive econometric methods and accessibility of data.
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The findings of abundant econometric research support the view of positive association between stock market development and growth of an economy. We initiate our disclosures of empirical evidences with the potential work of Levine and Zervos (1998) States, Japan, United Kingdom and France. However, the link did not support the findings of Germany and exhibit no causal association between stock market capitalization and growth of the economy. 21 Cherif & Gazdar (2010), Beck et al (2000) , Arestis and Demetriades (1997) , King and Levine (1993) For Malaysian economy, Mun et al. (2008) discovered the role of stock market development in economic growth by using forty years annual data. The research employing
Granger causality technique identified a mono directional causality between stock market development and economic growth and proposed that the progression of financial sector should be enhanced to support liberalized investment in order to expand the performance of economy.
Utilizing stock returns to measure development of stock market in Pakistan, Sohail and Hussain (2009) Results from Regression analysis specified the positive and significant impact of economic growth on stock market performance.
Many empirical studies insist that institutional factors also impact stock market performance and foster financial development. 22 Pagano (1993) 
Empirical Framework
In this study, 36 years annual time series data of Pakistan has been used from 1976 to 2011. All data are acquired from different issues of economic surveys of Pakistan. All variables are used in logarithm form.
Unit Root Test
Augmented Dickey Fuller (ADF) and Phillip Perron (PP) unit root test are used to examine the stationary properties for long run relationship of time series variables. Augmented Dickey Fuller (ADF) test is based on equation given below:
Where ߝ ௧ is pure white noise error term, ߂ is first difference operator, ܻ ௧ is a time series, 
The Phillip and Perron unit root test is also based on t-statistics that is associated with estimated coefficients of ߩ ‫כ‬ .
ARDL Bound Testing Approach
The Auto Regressive Distributed Lag method of cointegration developed by Pesaran and Pesaran (1997) , Pesaran and Shin (1999) Pesaran et al. (2000 Pesaran et al. ( , 2001 has been used with the help of unrestricted vector error correction model to investigate the long run relationship between foreign capital inflows, economic growth and stock market capitalization. The ARDL approach has several advantages upon other cointegraion methods. ARDL approach may applies irrespective of whether underlying variables are purely I(0), I(1) or mutually co-integrated.
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ARDL approach has estimated better small sample properties. 24 In ARDL procedure the estimations of results is even possible if the explanatory variable are endogenous. 25 The ARDL model is developed for estimations as follow:
Where ߰ is constant and ߤ ௧ is white noise error term, the error correction dynamics is denoted by summation sign while the second part of the equation corresponds to long run relationship. Schwarz Bayesian Criteria (SBC) has been used to identify the optimum lag of 23 Pesaran and Shin (1999) 24 Haug (2002) 25 Pesaran and Shin (1999) and Pesaran et al. (2001) 
If we find evidence of long run relationship between foreign capital inflows, economic growth and stock market capitalization then we estimate the short run coefficients by employing the following model:
The error correction model shows the speed of adjustment needed to restore the long run equilibrium following a short run shock. The ݊ is the coefficient of error correction term in the model that indicates the speed of adjustment.
Estimations and Results
To check the stationary properties we use Augmented Dickey Fuller (ADF) and Phillip Perron (PP) unit root tests. This implies that the series of variables may exhibit a valid long run relationship.
Autoregressive distributed lag method for cointegration is used to estimate the long run relationship between foreign capital inflows, economic growth and stock market capitalization.
The first step is to determine the optimal lag length of the variables. The order of optimal lag length is decided by using the Schwarz Bayesian Criterion. On the other hand 1% increase in FDI and workers' remittances causes the increase in stock market capitalization by 0.34% and 0.25% respectively. Foreign direct investment and workers' remittances both play an important part in the development of stock market of developing economies. Foreign direct investment provides more opportunities of employment conversely, workers' remittances provide external source of income. Both foreign direct investment and workers' remittances play a part to increase in the minimum wages level in developing countries, which leads to increase in private savings. Increase in private saving may leads to more investment in stock market by small investors.
Following model is used to check the short run relationship among the considered variables with the different lag length. 
Rolling Window Method
The stability of coefficients of the model in the sample size is evaluated by using the rolling window estimation method. 
Sensitivity Analysis
In this section to check the robustness of initial results of long term coefficients, we use two different sensitivity analyses namely; dynamic ordinary least square (DOLS) and fully modified ordinary least square (FMOLS).
Dynamic Ordinary Least Square
The robustness of the relationship between dependent variable and explanatory variables in long run is tested through Dynamic Ordinary Least Square (DOLS) technique developed by Stock and Watson (1993) . This method involves estimating the dependent variable on explanatory variable in levels, leads and lags of the explanatory variable. This method resolves the issues of small sample bias, endogeneity and serial correlation problems by adding the leads or lags of explanatory variable (Stock and Watson, 1993) . The equation of DOLS model is given below:
Where ܻ ௧ is the dependent variable, ܺ ௧ is the vector of explanatory variables and ∆ is the lag operator. Bum and Jeon (2005) 27 See, Philips and Hansen (1990), Hansen (1995) relationship between considered variables in Pakistan is remain same and initial results are robust.
Variance Decomposition Analysis
It is remittances and economic growth.
Conclusion and Recommendations
This study investigates the impact of foreign capital inflows and economic growth on Results of dynamic ordinary least square (DOLS) and fully modified ordinary least square (FMOLS) suggest that the coefficients of explanatory variable namely foreign direct investment, workers' remittances and economic growth remain same sign and significance.
Consequently it can be concluded that the relationship between considered variables in Pakistan is remain same and initial results are robust.
Results of variance decomposition test show the bidirectional causal relationship of foreign direct investment and economic growth with stock market capitalization. However, unidirectional causal relationship is found in between workers' remittances and stock market capitalization. It is suggested that in Pakistan, investor can make their investment decisions through keep an eye on the direction of the considered foreign capital inflows and economic growth.
From a policy perspective, government and policy makers should encourage and facilitate to the extent possible the uninterrupted flow of foreign capital inflows as they contribute to stable financial and economic development in Pakistan. It is also suggested that the economic growth is a better leading indicator for stock market capitalization in Pakistan. Hence, policy makers should focus on to formulate policies for sustainable economic growth which leads to development of Pakistani stock market. 
